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Stockbrokers’ Accounts
By Gould McIntosh

While the principles of stockbrokers’ accounting are simple
enough and the ascertainment and verification of the financial
position of stockbrokerage houses easy, the subject is so sur
rounded with mystery that a deplorable lack of understanding of
stockbrokerage accounts exists among accountants, and especially
among both the legal profession and the public at large. This
lack of understanding, especially on the part of the latter two
classes, has been emphasized during the existence of the unfor
tunate conditions arising from the recent numerous failures of
Wall-street brokerage houses and at present there is a widespread
demand that the public be better protected in its dealings with
stockbrokers. As a result thereof, on May 11th the New York
curb market, following the adoption of a similar ruling by the
New York stock exchange, adopted this resolution:
“Resolved, That regular and associate members of the exchange and
firms registered thereon having deposit liabilities or carrying margin
accounts for customers or other members of the exchange shall furnish
to the committee on complaints, at the request of said committee, a financial
statement of the condition of such member or firm, in such form as shall
be prescribed by the committee, and that such statement may be called
for in the discrimination of the committee at any time and shall be called
for not less than twice in each calendar year.”

On the same day, Seymour L. Cromwell, president of the
New York stock exchange, during the course of an address to
members of the Philadelphia stock exchange, said:
“I sometimes feel that brokers and their business are enshrouded in too
much mystery and misunderstanding. There is a crying need for the inter
pretation of the stock exchange to the public. Mystery begets suspicion
and distrust, and until we find a way to give the public a proper under
standing of our institution so long will we encounter hostility born of
ignorance.”

It has even been urged by the New York district attorney that
the exchanges should be incorporated and that stockbrokers should
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be controlled by a licensing system. In expressing his opposition
to the promulgation of such laws, Mr. Cromwell said:
“I believe that the New York stock exchange has but one great obli
gation, and that is its obligation to the public. I believe, and I shall believe
until I am persuaded otherwise, that the obligation to the public can be
best discharged through the continued ability of its governing committee
to exercise power commensurate with its responsibility to the public.
‘I believe that the one enemy that the bucket-shop really fears is the
stock exchange; that the only effective work done against the bucket-shops
has for many years been done by the stock exchange; that we are the
last bulwark against these swindlers of the public; that if political control
is injected into the situation such a condition as exists today in Montreal
will exist in New York and spread throughout the country.
“In Montreal in an incorporated exchange, working really under the
old Napoleonic code, an attempt to discipline members for fraud is a farce:
members are fined and do not pay; members take into partnership with
them people of bad reputation and the exchange is helpless to prevent it.
“Who can there be really to believe that the sinister power which in
times past brought such enormous' profits to a vicious political ring, through
the control of gambling houses, race tracks and liquor interests, would not
in the same way bring vast profits to them also through their taking over
the control of a legitimate business like the New York stock exchange,
through interference with the authority of its' officials dragging it down to
the same plane as that of many of the outside brokers, who, after all,
are on a par with the ‘easy money' business that separates the public from
its money?
“What are the qualities of the stock exchange which must be so jealously
guarded? First, that it is the one great organized market. Second, the
stock exchange is conceded to be a standardizer of values and thus takes
rank as a creative agency for business through continually bringing in
vestors in touch with market opportunities. Third, the exchange provides
immediate negotiability for the greater part of the nation’s investments'.
The American stock and bond certificates listed on the New York stock
exchange are estimated to represent more than one-fifth of the wealth
of the United States, which thus becomes a liquid asset.
“The bills against the passage of which the exchange has protested
would have thrown open the dealing in securities practically unmolested
to those very people we feel should be ruthlessly driven out of business.
The very politicians who claim to have the same object in view would be
granting personal licenses to brokers at a nominal cost, practically giving
them a badge, which would carry with it in the minds of the public a
guaranty of honesty from the state.”

Citing the recent bankruptcy of a firm, which failed owing
its customers $4,000,000, Mr. Cromwell declared that after the
exchange had removed its ticker from the firm’s offices, prior to
the failure, politicians of all ranks and of various parties seemed
suddenly to rally to the defense of these men.
“Is this not evidence,” he asked, “that these very people
against whom the law would have been aimed could easily have
obtained a license?
“It comes back to the old idea,” he added, “that it is impos
sible to create character by legislation; and a leveling down of
the standards of honesty would be a sure result of the licensing
of individual brokers.”
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Without entering into a general discussion of these matters,
the following epitome of stockbrokerage accounts will show that,
in the last analysis, the financial position of a stockbroker is
dependent upon the extent of his capital remaining in his business
and the relation thereof to the condition of his customers’
margins. Inasmuch as the margin condition varies with market
fluctuations and is therefore of only momentary significance, it
follows that in order to place stockbrokers upon a basis similar
to that of insurance companies or banks it would be necessary to
require brokers to maintain a reserve or capital in their business
governed, in amount, by the volume of and ratio between cus
tomers’ balances and margins.
To a large extent this amount of capital or reserve has been
required and fixed by the nature of stockbrokerage itself. The
business is conducted between brokers on a spot cash basis
whereby no securities are delivered until payment is made. Thus
the broker is required to finance the difference between the
amount of his customers’ equities (i. e., the excess of the amounts
of customers’ commitments over their deposits or margins) and
the amount which he is able to borrow from banks against his
customers* margined securities (usually about 80 per cent. of
their market values), although it is worthy of note that brokers
in a weak cash position lend stock on the “floor” whereby they
receive approximately 100 per cent. of its value. And it is thus
that the broker’s stability becomes contingent either upon his
customers’ maintaining their equities or upon the adequacy of
his own capital to absorb the losses of such of his customers as
fail to make good their equities. Further than this a legitimate
broker does not speculate—that being the business of his cus
tomers. Obviously it is the broker’s duty to ascertain the financial
responsibility of his customers and the customer’s duty to inform
himself as to the broker’s condition. Inasmuch as brokers do not
publish their accounts and only seldom have independent exami
nations made of their financial position, it is necessary for cus
tomers to rely upon the general reputation of the broker—which,
unfortunately, is generally flattering up to the time of failure.
Inasmuch as the legitimate business of a stockbroker is merely
in consideration of fixed commissions to buy and sell securities
for the account and risk of his customers and to assist customers
in financing their transactions through borrowing from his banks
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against customer’s securities as collateral (for which service
customers are charged with interest at rates in excess of those
which the broker, in turn, is required to pay to his banks), their
general books of account are simple ones (although unusual both
in ruling and terminology) and comprise only a blotter and a
ledger.
The blotter is the sine-qua-non of stockbrokerage account
ing, and, being the only book of original entry, it serves as com
bination cashbook, sales book, purchase book, security register
and journal. While the broker’s ledger is in the same form as
the ordinary ledger it is used for a double purpose, namely, to
record both shares and money. That is to say, customers’ accounts
are credited with the margin which they deposit. If in cash their
accounts are credited and cash account charged. If in securities
their accounts are credited by a memorandum entry on the charge
or left side of the ledger only, and a contra entry is made in the
position book (a memorandum ledger containing accounts in
quantities only for each security handled). Thus, it happens that
securities appear on the left side of customers’ accounts and
represent securities belonging to the customer (i. e., his credit)
and are posted to the position book as well, where they represent
securities in the broker’s possession. For instance, customers’
accounts (1) are charged and credited, respectively, with money
withdrawn and money deposited by customers and (2) charged
and credited, respectively, with the money value of securities
purchased and sold. It is obvious that upon charging a cus
tomer’s account with the cost of shares purchased the shares
themselves actually are a credit to the customer (i. e., they are his
and he is “long”) and, conversely, in crediting a customer’s
account with the proceeds of shares sold, the shares themselves
are a charge against the customer (i. e., he hasn’t them and he
is “short”). Hence, the debit side for money is used as the credit
side for securities and the credit side for money is used as the
debit side for securities. Consequently, in brokerage accounting
it is as necessary to balance securities as it is to balance money.
The first and all-important step in the audit of a stockbroker
lies in thus balancing and confirming all securities. Immediately
at the close of business or the date of audit, the auditor should
84
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verify all securities in the broker’s hands ordinarily comprising:

(1) Securities “in the box,” verified by count
(2) Securities hypothecated for bank loans, verified by con
firmation
(3) Borrowed and lent securities, verified by confirmation
(4) Securities out for transfer, verified by confirmation
The next step is to ascertain that the securities thus verified
comprise all the securities that should be on hand. This is done
by posting from the customers’ statements the long and short
securities in each account to cards or sheets so as to determine
from statements themselves (which subsequently will be mailed
by the auditor to customers for their confirmation) the quan
tities of each kind of shares, which should, of course, agree with
the corresponding shares counted and confirmed.
While the subsidiary memorandum records maintained in
support of the general ledger are usually found in a slovenly
condition (this is also the case with the blotter) that detail is
unimportant compared with the adequacy of the accounting
methods adopted to control the amount of customers’ margins as
the market fluctuates and to control the movement of all incoming
and outgoing securities. Each night securities are usually
balanced against the position sheet whereon the position clerk
has noted during the day all changes of securities (having a
section blocked off on the sheet for each security) whether arising
from changes in collateral, receipts from and deliveries to cus
tomers, securities borrowed and lent, etc. The changes are then
noted in the position book and the amount of securities in the
box is examined to see that they agree with the amount called
for by the book. The margin clerk maintains a pencil record
showing the amount owed by each customer and the up-to-theminute values of the securities held by the broker as collateral.
In addition to the position book and the margin book a loan book
is maintained which lists the securities pledged as collateral to
bank loans with notations of their cur ent values. It is necessary
for the broker to maintain collateral at all times up to a value of
about 120% of the amount of his loans. Last, a transfer
record is maintained to record securities sent to issuing companies
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or their transfer agents for transfer. From an auditing standpoint
it is usually necessary for the auditor to limit his certificate by
stating that the recorded securities were found to be on hand, for
it is generally impracticable to discover substitutions made by
the brokers from fully paid securities left in trust with them for
transfer or safekeeping. Such a practice, however, constitutes
a felony.
As was mentioned above, it is usually best for the auditor to
balance the securities by building up his own position record in
the form of a set of 5 x 8 cards, using one for each kind of
security carried, and provided with columns to list the “longs”
and “shorts” in the customers’ accounts and to summarize the
securities verified by him as shown by his schedules for

Count of securities on hand (box count)
List of securities deposited as collateral to bank loans
List of securities borrowed and lent
List of securities out for transfer
Time is the essence of a stockbrokerage audit and while it
is usual to find numerous accounts with blind names and that
contractions of the official ticker abbreviations have been used
by the broker’s staff, it remains necessary that, during the night
intervening between the close of business on the day of com
mencing the audit and the opening of business the following day,
the auditor should mail statements to everyone, bankers,
customers, other brokers, etc., having an account on the books
showing the final balance in both money and securities and
requesting them to mail confirmations thereof to him. The
general accounting procedure in brokerage accounts and leading
up to the preparation of a comprehensive balance-sheet is illus
trated by the four exhibits attached hereto and filled in with
hypothetical figures. The exhibits comprise:

Exhibit 1—Trial balance of general ledger accounts
“

“
“

2—Trial balance and summary of customers’ ledger
accounts
3—Statement security position
4—Combined balance-sheet and statement of equities
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Exhibit 1

DOE AND ROE, STOCKBROKERS
Trial Balance ........................... 19....

Debits
Petty cash fund.................................................. $
500
Bankers’ Trust Company ..................................
99,500
Customers’ ledger (debitbalances') ..................
3,180,000
Borrowed stock ..................................................
650,000
Failed to deliver
.........................................
40,000
Seat ........................................................................
50,000
Furniture and fixtures .......................................
5,000

$4,025,000

Credits
Cash loans ...........................................................
Customers’ ledger (credit balances) ................
Loan stock .........................................................
Failed to receive ................................................
Capital ................................................................
Undivided profits................................................

$3,000,000
810,000
5,000
25,000
150,000
35,000
$4,025,000

Exhibit 1—General Ledger Trial Balance:
It will be noted that the debit and credit balances in the cus
tomers’ ledger as shown by the trial balance of that ledger are
transferred to the general ledger trial balance. It is not practi
cable to incorporate controlling accounts in the general ledger
because of the form of blotter commonly in use.

The “failed to deliver” securities should be verified together
with “borrowed stock” by obtaining confirmations from the
brokers to whom the respective securities are owed and the
“failed to receive” securities and “loan stock” require to be
confirmed by the brokers who borrowed them.
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Exhibit 2
DOE AND ROE, STOCKBROKERS

Analysis

of

Customers’ Ledger Accounts

.......................... 19....
Customers’ names

Class of Securities
acc’t Long
Short

Ledger balances
Debit
Credit

Brought forward .........
H. J. Smith, short account..
H. J. Smith, long account...
T. J. Jones...........................
S. R. Brown .......................
S. B. Brown.........................
H. K. Wood.........................
S. B. Wood .........................
A. B. C..................................
X. Y. Z.................................

$4,498,500 $298,000
B
27,000
A 100,000
A
250,000
B
1,000
C
D
500
E
F
50,000
G
1,000

$3,103,750 $484,950
24,000
75,000
300,000
1,200
50
1,000
50

Totals ...........................

$4,650,000 $576,000

$3,180,000 $810,000

Recapitulation
Debit or credit balances:
Fully secured ................ A $4,000,000
Partly secured .............. B
250,000
Debit balances—without
securities ................... C
Credit balances—with long
securities
......... D 350,000
Without securities or
commitments ....... E
No cash balances—
Securities held for cus
tomers' .................. F
50,000
Short commitments .... G
Totals ...........................

Exhibit 2—Analysis

of

$300,000
275,000

$2,800,000 $350,000
375,000 260,000
5,000

140,000
60,000

1,000

$4,650,000 $576,000

$3,180,000 $810,000

Customers’ Accounts:

This schedule is prepared by extending the securities shown
in each customer’s account at market prices, after which the
accounts should be classified as follows:
Securities Money balances

Debit balances :
With securities:
Fully secured
Partly secured
Without securities

Credit balances':
With commitments:
Fully secured
Partly secured
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.........
.........
.........

.........
.........
.........

.........
.........

.........
.........

Stockbrokers’ Accounts
Exhibit 3

DOE AND ROE, STOCKBROKERS
Statement of Security Position
................................ 19....

On hand

Customers
short

In transfer

Pledged

Loan to
brokers

Shs. Amt.
Shs.
Amt.
Shs. Amt. Shs. Amt.
Shs. Amt.
Brought forward 6,200 $545,000 6,336 $576,000 33,000 $2,890,000 484 $44,000 330 $30,000
10,000 1,000,000
U. S. Steel—com. 1,000 100,000
1,000
110,000
U. S. Steel—pfd. 500 55,000
7,700 $700,000 6,336 $576,000 44,000 $4,000,000 484 $44,000 330 $30,000
58,850 shs.—$5,350,000

Customers
long

Shs.

Amt.

Securities'
owned

Borrowed from
brokers
Shs.

Amt.

Shs.

Amt.

38,650 $3,385,000 7,700 $700,000
11,000 1,100,000
1,500
165,000

51,150 $4,650,000 7,700 $700,000

None

58,850 shs—$5,350,000

Exhibit 3—Statement of Security Position :

After the securities have been balanced by posting them from
the customers’ accounts to position cards and the box-count,
borrowed, lent and other security counts have been posted and
balanced, the quantities appearing on each of the cards should
be listed on such a form as exhibit 3 and extended at their
respective market values.
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DOE AND ROE, STOCKBROKERS
Exhibit 4
Combined Balance-sheet and Statement of Equities
........... 19....
Assets
Market value
Ledger
of securities' balances
Cash in banks and on hand.......................................................
$ 100,000
Customers’ debit balances:
With securities:
Fully secured ............................................ (a) $4,000,000
2,800,000
Partly secured ........................................ (b)
250,000
375,000
Without securities ........................................ (c)
5,000
Advances on borrowed securities ...........................
700,000
690,000
Seat .. ............................................................................................
50,000
Furniture and fixtures.................................
5,000
Long securities' held for customers, fully paid:
With credit balances ..................................... (d)
350,000
.............
With no cash balances................................... (f)
50,000
.............

$5,350,000
$4,025,000
Liabilities
... ——
Cash loans (demand) .............................................. $4,000,00
$3,000,000
Customers' credit balances:
With commitments:
Fully secured ....................................(a)
300,000
350,000
Partly secured......................................... (b)
275,000
260,000
With long securities ....................................(d)
..........
140,000
Without securities or commitments ........... (e)
..........
60,000
Deposits held against securities on loan................
30,000
30,000
Capital .........................................................................................
150,000
Undivided profits.........................................................................
35,000
Customers* short commitments with no
money balance .............................. (g)
1,000
.............
Securities on hand ..................................................
700,000
.............
Securities in transfer offices ..................................
44,000
............
$5,350,000

$4,025,000

Exhibit 4—Combined Balance-sheet and Statement
of Equities:
This exhibit is prepared from the general ledger trial balance
after spreading the customers’ balances and security position from
exhibits 2 and 3, respectively.
In Conclusion
To the present time it has been common practice among stock
brokers to satisfy their requirements with a balance-sheet that
comprises merely the balances after closing as shown by a trial
balance such as that given above as exhibit 1. It is submitted
that if their accounting practice were brought to a higher plane
and the practice adopted of publishing periodical balance-sheets
similar to exhibit 4, the results would tend to higher business
ethics generally and the brokers themselves would not be without
benefit through establishing greater confidence on the part of
others.
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